H M T R E A S U RY 1 Horse Guards Road

London
SW1A 2HQ

18 August 2009

The Office of Sir John Chadwick
One Essex Court

Temple

London

EC4AY 9AR

Dear Sir John

Thank you for meeting Treasury representatives on 27 July. This letter is written in response
to the issues raised both at that meeting and in your letter dated 23 July. As has been the
case with previous correspondence, the Treasury is content for this letter to be published.

You have sought the Government's views on a number of points, which are set out below.
References in brackets within the heading are to the paragraph numbers within your original
Proposals Document dated June 2009.

1. The Penrose Report & Accuracy of Tables

You have raised an issue mentioned by your actuarial advisors concerning a potential
inaccuracy in the figures used in the Penrose Report. The Government can confirm that this

refers to table 6.3 of the report, which can be found at page 204. The figure of £6,976m given-

for Non-profit & Unit-linked liabilities [B] in 1998 is overstated by £1bn. Correspondingly, the
amount of With-profits available assets [C] for 1998 is understated by £1bn, and the deficit
shown in the Unfunded policy value position [E] should be lower by £1bn, at £1,200m: The
percentage shown in the final column [F] should also have been lower, at 105%.

It was this inaccuracy to which the Government alluded in paragraph 269 of its response to the
statement of complaint, reproduced at page 126 of Part four of the Ombudsman’s report.

2. Heads of Relative Loss (paras 3.1 - 3.3/3.4)

You invited further comments on the issue of whether those policyholders who have been
found by the Ombudsman to have suffered injustice resulting from the maladministration which
is the subject of the Fourth or the Sixth Findings include those who have suffered loss only
under Head B (the loss suffered as a result of the weakened financial position of the Society
because it did not take steps that it would have taken had regulatory intervention been
threatened or made). As you know, in my letter dated 17 July | had referred to the fact that the
Ombudsman frequently made findings focussing on the content of the Society's returns. The
Govemment's further views are set out below.
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The Government's ex gratia scheme is intended to provide for the possibility of making
payments where there has been a disproportionate impact on policyholders who have suffered
loss as a result of those instances of maladministration leading to injustice which have been
accepted by the Government. As explained to the Court in the recent judicial review
challenge, when preparing its Response to the Ombudsman’s Repont, the Government had to
respond to the Ombudsman’s specific findings of maladministration and injustice. As part of
that Response, the Government asked you to advise on a number of matters arising from
those findings of maladministration leading to findings of injustice which were accepted by the
Government. This is reflected in your Terms of Reference. In the Government's view it
follows that where a type of loss, or the loss allegedly suffered by a class of policyholder, falls
outside the scope of injustice identified by the Ombudsman, and accepted by the Government,
then it will be outside the scape of your Terms of Reference.

In @ number of instances the Ombudsman expressly finds that the injustice consists of
financial loss or loss of an opportunity by those who relied on the information contained in the
regulatory returns where the information contained in the returns was deficient due to
maladministration. Findings 2 and 4 are examples of this. Further, in relation to those
Findings the Ombudsman expressly states that "Where a policyholder neither relied on this
information nor suffered a loss of either type, 1| find that no injustice resulted from this
maladministration.” See 1/12/100, page 346.

As such it is the Government's view that it would be inconsistent both with the findings in the
Ombudsman's Report and with your Terms of Reference were you to consider claims that loss
had been suffered by any person or group where that loss did not fall within the finding of
injustice made by the Ombudsman and accepted by the Government.

In additien, in relation to Finding 6, you already have a copy of the Note handed up to the
Court concerning the Government's position as to your remit under this finding. This was
provided to you under cover of my letter dated 27 July, and is atiached again for ease of
refarence.

You also asked for clarification of the Government's statement (in relation to assessing
identifying loss) that "... considering the practical impact of the maladministration would be the
most logical way of proceeding.” By this | meant that in order to identify the consequences of
any maladministration leading to injustice identified by the Parliamentary Ombudsman and
accepted by the Government one must look at the actual difference which there wouid have
been had there been no maladministration.

3. The Position of Group Policyholders

You have asked for the Government's view as to whether or not individual beneficiaries of
Group pension policies should be treated as individual palicyholders. |t is the Government's
view that they should be so treated, this being a more just and reasonable method of
determining policyholder loss. The alternative would be for each group to be viewed as an
individual policyholder,

4. Evidence of Reliance by Trustees of Group Policies (3.8(i))

You have asked whether, given the responsibilities imposed on the Trustees of Group policies,
they should be held to a stricter evidential requirement than any devised for individual
policyholders to prove reliance where this is required by the Parliamentary Ombudsman in her
findings on injustice.
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The Government's view is that in principle it may be appropriate to adopt such a course but
that the answer to this will depend on the extent to which it is the case that the responsibilities
of Trustees in these circumstances could reasonably be regarded as placing on them a higher
duty or obligation to ensure the maintenance of proper records underpinning investment
decisions.

But the Government would also observe that this could lead to a situation where a number of
beneficiaries could not claim under the scheme because of the actions of the trustees, which
were not within their control.

The Government would welcome your views on these points in due course.
§. Finding 4: Retirement Ages (2.7)

The Government notes your comment regarding the need to make your own findings of fact.
In relation to access to ELAS Board papers, the Treasury consents {o access and |
understand that you will liaise further with ELAS itself.

6. Finding 6 (2.13 and 2.18)
This matter was dealt with in my letter dated 27 July 2009, which | hope clarified the matter.
7. Relative Loss: Loss of Chance (3.6)

The Government notes your comments in relation to this in your letter dated 23 July and
agrees with the approach proposed in that letter — of reviewing a range of possible outcormnes,
akin to the manner in which a court would assess the loss of a chance,

8. Excessive Reversionary Bonuses (3.9)

The Government should clarify that it did not intend to express a view as to whether excessive
reversionary banuses were declared. My letter dated 17 July was intended to express the
view that, to the extent that there were excessive bonuses, if at all, these should be taken into
account when determining any payment under the ex-gratia scheme.

9. Measuring Relative Loss

At our meeting on 27 July you sought the Government's views on two alternative means of
calculating relative loss. One method would be to make a calculation based on the likely
action which a policyholder would have taken with their investment at various key points and
how any alternative investment (or an average of such investments) would have fared. The
alternative method would be to go back to the date when the policyholder joined the Equitable
Life scheme and see how an alternative investment (or an average of alternative investments}
would have fared from that date.

In the Government's view the latter method of calculation has twe distinct advantages: (i) it will
automatically take into account any disproportionate gains made by policyholders during years
when Equitable Life paid out bonuses; and (ii) it should avoid the need to speculate as to
when different policyholders would have made a decision to change investments.
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10. Payments Received for Mis-selling Claims

At our meeting you raised the issue of how to take into account recoveries made by
policyholders in respect of mis-selling claims under the Financial Services Ombudsman
scheme. You suggested that it might be suitable for policyholders wishing to claim under the
Government's ex-gratia scheme to disclose any recovery made under the FOS scheme. The
Government agrees with this approach. It would not be appropriate, where losses are to be
considered on the basis that the policyholder would not have invested in Equitable Life but
rather elsewhere, for that policyhalder to make the gain of a mis-selling payment.

| hope that this assists with the development of your proposals. Please let me know if | can
provide further assistance.

Yours sincerely, -
Sue Lewis

020 72705273
Sue.Lewis@hm-treasury.x.gsi.gov.uk
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From: The Right Homourable Sir John Chadwick

Ms Sue Lewis 1 October 2009
Head of Savings and Investment

HM Treasury

1 Horse Guards Road

Lendon SW1A 2QH

Dear Ms Lewis

Equitable Life

I am now in a position Lo respond to your letter of 18 August 2009, When writing
that letter, you will not have had the opportunity to consider my [nterim Report,
also dated 18 August 2009, This response should be read with the views which |

expressed in that Interim Report in mind.

I note the observations made in your letter under headings 1, 3, 5 and 6. These do
not call for a substantive response at this stage. 1 agree, in principle, with the view,
expressed under paragraph 10 of your letter: that recoveries made under the
Financial Ombudsman Service Scheme ought to be disclosed by policyholders, in
order to ensure that there has been no element of double counting under any

scheme to be established by the Government.

Paragraph @ of your letter (“Measuring Relative Loss") refers te the proposal -
which I put forward in outline for consideration at cur meeting on 27 July 2009 and

which has subsequently been developed as the hasis for “the flexible approach”
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advanced in my Interim Report - that, rather than seeking to make a calculaticn
based on the likely acticn which a policyholder would have taken with their
investment at various key points, relative loss should be assessed by evaluating how
an alternative investment would have fared (given the same investment histery)
from the date when the policyholder first joined Equitable lifc or some other
appropriate starl date. As you recoghise in your letter, that approach would have two
distinct  advantages: (i) it would auwlomatically take inte account any
disproportionate gains made hy policyholders during years in which Equitable Life
declared and paid bonuses, and (ii) it should aveid the need to speculate as to when
different policyholders would have made decisions to change investments. If that
proposal were adopted, the points made under paragraphs 4, 7 and 8 of your letter

would not require further consideration.

The focus of this letter, therefore, is on the points made under paragraph 2 of your
letter of 18 August 2009 (“Heads of Relative Loss"); and, in particular, the view
there expressed on behalf of the Government that it would be inconsistent bath with
the findings in the Ombudsman’s Report and with my Terms of Reference were | to
consider claims thal less has been suffered by any person ar group where that loss
did not fall within a finding of injustice made by the Ombudsman and accepted by

the Government.
For ease of reference [ will number the further paragraphs of this letter.

Narrutive of events
1. In responding to the points made under paragraph 2 of your letter it will, 1 think,
be convenient if [ set out, first, a short narrative of events which form the

background to this respense.

2. Paragraph 2 of your letter is, of course, a response to paragraphs 3.1 to 3.4 of the
Proposals document which | issued in June 2009 (“the Proposals”). After setting
out the two distinct heads of loss to which the accepted findings of

maladministration resulting in injustice under the Fourlh and Sixth Findings in
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the Ombudsman’s Report into the Prudential Regulation of the Equitable Life
Assurance Society (“the Report”) might be said to give rise — described in the
Proposals as Head A and Head B loss - | expressed the provisional view (at
paragraph 3.4) that it seemed to me that, given the terms in which the
Ombudsman had expressed her Findings, my Terms of Relerence do not permit
me te consider Head B loss. Head B loss is loss suffered as a result of the
weakened financial position of Equitable Life because it did not take steps that it
would have taken had there been appropriate regulatory intervention. [
understand from paragraph 2 of your letter that the Government adopts that

view.

linvited representations on that provisional view. In response to that invitation [
received representations from Equitable Life Trapped Annuitants (representing
with-profits annuitants) and from Equitable Life itself: those representations can
be found in the correspondence disclosed in the second part of the Interim
Report issued on 18 August 2009. They took issue with the provisional view

which [ had expressed at paragraph 3.4 of the Proposals.

On 29 July 2009 (in a letter which is included in the disclosed correspondence] [
invited the Ombudsman’s views on the question whether the terms in which she
had expressed her findings of injustice in paragraphs 1/12/100 and 1/12/146 of
the Report (the Fourth and Sixth Findings) were intended to be read as finding
that thaose who did not rely on information in the regulatory returns - or who, at
the relevant time, had no effective choice whether or not te invest [or remain) in

Equitable Life - had not suffered injustice. | pointed out that:

The question is of particular importance to those who, at the relevant time,
held with-profits annuities that were in payment fsometimes described as
“trapped annuitants”): but there may be others who were effectively in the
same position — perhaps because withdrawing funds from Equitable would
have resulted in a prohibitive tax charge. It can be said with force that
policvholders in that position may have suffered loss by virtue of the fact that
the life office in which their savings were effectively trapped was not properly
regulated. But it is difficult lo see how it can be said that they fall within the
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5.

description of those who have suffered infustice in paragraphs 1/12/100 or
1/12/146 which I have just set out.

[ went on Lo say tLhis:

f will need to address these questions. { am reluctant to reach a conclusion that
policyholders who might otherwise be said to have suffered loss from accepted
maladministration are excluded from consideration by the terms in which
infustice has been found in those two paragraphs without the benefit of a full
understanding, following discussion, as to why those findings of injustice were
expressed as they were.
lissued my Interim Report on 18 August 2009 before receiving either your letter
of that date or a substantive response from the Ombudsman to the question [
had raised in my letter of 29 July 2009. At paragraph 2.2 of the Interim Report [
referred to the question raised in paragraph 3.4 of the Proposals. At paragraph
2.5 | said that [ was not satisfied that 1 was yet in a position to answer the
question whether my Terms of Reference permitted me to consider any loss
beyond that which the Ombudsman had found to constitute injustice; and, at
paragraph 2.6, | emphasised the particular importance of that gquestien to
policyholders (including “trapped annuitants”) who, by July 1995, were no
longer in a position Lo wilthdraw [unds from Equitable Life under the Lerms of
their policies. At paragraph 2.8, [ again invited interested parties to make their

views known to me.

On 20 August 2009 the Ombudsman replied to the question raised in my letter of
29 July 2009. She wrote:

I can confirm that my recommendations for redress were not meant to exclude
from the scope of an independent compensation scheme any policyhalders wha
had not reffed on the information contained in the particular regulalory
returns submitted by Equitable Life to which you refer - my recommendation
for redress covered all those who had suffered refative loss; . ..

. any limitations that you might feel constrained to impose regarding
eligibility for the payments to be made (o those affected by the Equitable Life
affair do not derive from the nature of my findings and recommendations. . ..
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7. Given (i) the challenge by interested parties to the provisional view which 1 had

expressed in paragraph 3.4 of the Proposals and (ii) the firm rejection by the
Ombudsman of the suggestion that she intended to exclude from redress under
her proposed compensation schetne, those who may be said to fall cutside the
description of those who have suffered injustice resulting from the accepted
cases of maladministration under the Fourth and Sixth Findings (that is, those
described in paragraphs 1/12/100 and 1/12/146), it seems Lo e that [ cannot
accept the points made in paragraph 2 of your letter of 18 August 2009 without
further examination of the Ombudsman's findings of injustice and my Terms of

Reference.

[ should emphasise, however, that the need to determine whether the
provisional view expressed in paragraph 3.4 of the Proposals — and in paragraph
2 of your letter of 18 August 2009 - is carrect is driven by the Report-based
approach described in the Interim Report. If | were to adopt the flexible
approach which 1 commend in the Interim Report, it would be unnecessary to
determine that issue. As you recognise, at paragraph 9 of your letter, the flexible
approach avoeids the need Lo speculate whether (and, if so, when) policyhelders
would have made a decision to change investments. It avoids the need to
differentiate between those policyholders who would have decided to change
investments and those who (being in a position te do so) would have decided not
to change investments. And, given that approach, there would be less reason, if
any, to differentiate between those policyholders who (being in a position to do
so0) would have decided not te change investments and those who could not

change investments because they were in no positicn to do so.

I should emphasise, also, that - given the renewed invitation, at paragraph 2.8 of
the [nlerim Report, for interested parties to make their views known to me - |
am still not yet in a position to reach a definitive view on the question whether

my Terms of Reference permitted me to consider any loss beyond that which the
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Ombudsman had found to constitute injustice. Nevertheless, the observations

which follow may be of some assistance in defining the issues.

The Ombudsman’s findings

10. At paragraph 2.10 of the Interim Report [ drew attention to paragraphs

11.

1/12/100, 1/12/146 and 1/12/168 of the Ombudsman’s Report; in which, as [
pointed out, she had identified those whom she found to have suffered injustice
resulting Irom the accepled cases of maladministration, At paragraph 2.22 of the

Interim Report | concluded that:

.. the finding of injustice fn respect of the accepted cases within the Fourth
Finding of maladministration fat paragraph 1/12/108 of the Report] includes
only those who actually relied on the regulatory returns for 1994, 1995 and
1996 to which the finding If injustice relates. It does not include those who did
not, o could not rely on those returns.

At paragraph 2.16 [ had expressed the view that:

. .. the effect of the finding of injustice in paragraph 1/12/146 [the Sixth
Finding]. .. is that all those wiho joined Equitabie Life after 1 May 1999 or who
paid a non-contractual premium after that date and all those who, as members
of Equitable Life on 1 May 1999, had a right to withdraw funds under the terms
of their policies but did not do so {because they were denied the opportunity Lo
make an informed decision whether or not to withdraw) are persons who, if
they could demonstrate that they suffered relative loss, would have been within
the schenre which the Ombudsman recommended. Those who had no right to
withdraw funds on or after 1 May 1999 are not brought within that scheme by
paragraph 1/12/146,
At paragraph 2.23 | peinted out that it seemed likely that most of those affected
by the Tenth Finding of maladministration would already fall within paragraph
1/12/146; and that the only persons whose position might materially be
affected by the finding of injustice in paragraph 1/12 /168 were those who relied
on information provided by the FSA in deciding to leave their funds invested in

Equitable Life.

In my Interim Report I recognised that there were powerful arguments which

support the view that the terms in which the Ombudsman made her findings of
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12.
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injustice in paragraphs 1/12/100,1/12/146 and 1/12/168 of her Repert would
have had the effect of excluding from redress under the compensation scheme
which she had proposed - at least in respect of the accepted cases of
maladministration leading to injustice - (i) those who (at the relevant time)
could nol have relied on the 1994, 1995 or 1996 regulatory returns (because
there was no decision which they could take in relation to their investment in
Equitable Life) and (ii) those who had no right to withdraw funds from Equitable
Life on or after 1 May 1999. Nevertheless, given the Ombudsman’s rejection of

the premise that that was her intention, | have revisited those arguments.

In the course of that exercise | have analysed, in some detail, the structure of
chapter 12 of the Report. For convenience that analysis is provided as an Annex
Lo this letter. | remain of the view that it points strongly 1o the conclusion that
the only express findings of injustice made in relation to the accepted cases of
maladministration summarised in the paragraphs which the Ombudsman has
chosen to emphasise in bold type - paragraphs 1/12/100, 1/12/146 and
1/12/168) - exclude losses suffered by those who could not have relied on the
1994, 1995 or 1996 regulatory returns or who had noe right to withdraw funds
after 1 May 1999,

. But, if that were the effect of the Ombudsman’'s Report, taken as a whole, it

would follow that the Ombudsman would be taken to have intended to exclude
from redress under her recommended scheme (3 clderly trapped annuitants who
invested in with-profits annuities before 1 July 1991 - the date to which (in the
light of her Second Finding of maladministration) she referred in her letter to me
- and so could not demonstrate reliance on the regulatory returns which she had
found to be flawed by reason of maladministration. Given that, of all
policyhelders, elderly trapped annuitants are those who arc most likely Lo be in
present hardship and least able to remedy any losses suffered as a result of
maladministration (for instance, by postponing retirement or returning to

work), I find it impossible to think that that was, indeed, her intention.
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14. Further, it is impossible to escape the conclusion that some policyholders did, in
fact, suffer Head B losses: that is to say, losses suffered as a result cof the
weakened financial position of Equitable Life because it did not take steps that it
would have taken had there been appropriate reaulatory intervention. And it is plain
that the Ombudsman recognised that: sce paragraphs 1/12/67-81 of the Report
(and, in particular, paragraph 1/12/80 at paragraph A7) to which reference is
made in the Annex to this letter. | ind it impossible Lo sce any rational basis on
which the Ombudsman could have reached the conclusion that policyholders
who, as she recognised, had suffered loss from the maladministration which she
had identified - but who had suffered that loss in circumstances where they had
no cheice but to remain in Equitable Life - should be excluded from redress. At
the least, if that had been her intention, she could have been expected to explain
why she took that view. She did not do so in the Report; and she has not done so
in response to my letter of 29 July 2009. Indeed, as | have said, she has

disclaimed any such intention.

15.If the Ombudsman’s Report had been written on the hasis that it would be
construed as a legal instrument - which, plainly, it was not - and if | had been
asked to construe it as a lawyer - which is not my task - | would have been very
reluctant to reach the conclusion that it must be given an effect which must be
seen ag irrational. Unless driven to do so, | would not think it right to attribute to
its author an intention which seems inexplicable. Given the context in which | am
asked to advise the Government, | am all the more reluctant to proceed on the
basis that the Report must be given an effect which it cannot have been intended

to have,
16. The first of the issues on which | am asked to advise the Government is:

The extent of relative losses suffered by different classes of policvholders in
respect of each faccepted case of maladministration resulting in injustice],
taking account of, among other things, wider market conditions during the
period under consideration, and comparable insurance products available over
the same period.
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